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THE ROLE OF MARKET SPECULATION IN RIS-
ING OIL AND GAS PRICES: A NEED TO PUT
THE COP BACK ON THE BEAT

I. EXECUTIVE SUMMARY

For the past 5 years, the U.S. Senate Permanent Subcommittee
on Investigations has conducted a number of investigations into the
pricing of energy commodities, including gasoline, crude oil, and
natural gas.! These investigations reflect a continuing concern over
the sustained increases in the price and price volatility of these es-
sential commodities, and, in light of these increases, the adequacy
of governmental oversight of the markets that set these prices.

Over the past 6 years, crude oil, gasoline, and natural gas prices
have risen significantly. Crude oil has risen from a range of $25-
$30 per barrel in 2000, to a range of $60—$75 per barrel in 2006.
High crude oil prices are a major reason for the record or near-
record highs of the prices of a variety of petroleum products, in-
cluding gasoline, heating oil, diesel fuel, and jet fuel. The average

rice for a gallon of regular unleaded gasoline has jumped from
51.46 per gallon in 2000 to $2.36 per gallon over the past 12
months, with peaks at $3.14 per gallon in September 2005, and
$2.93 per gallon in May 2006. Rising crude oil prices have helped
push up natural gas prices as well: the price of natural gas has
risen from $2-$3 per million BTU (British Thermal Unit) in 2000
to a typical range of $6—$8 per million BTU during the past year.

The traditional forces of supply and demand cannot fully account
for these increases. While global demand for oil has been increas-
ing—led by the rapid industrialization of China, growth in India,
and a continued increase in appetite for refined petroleum prod-
ucts, particularly gasoline, in the United States—global oil supplies
have increased by an even greater amount. As a result, global in-
ventories have increased as well. Today, U.S. oil inventories are at
an 8-year high, and OECD oil inventories are at a 20-year high. Ac-
cordingly, factors other than basic supply and demand must be ex-
amined. For example, political instability and hostility to the
United States in key producer countries, such as Nigeria, Ven-

1See, e.g., Minority Staff, U.S. Senate Permanent Subcommittee on Investigations, U.S. Stra-
tegic Petroleum Reserve: Recent Policy Has Increased Costs to Consumers But Not Overall U.S.
Energy Security, S. Prt. 108-18 (March 5, 2003); Majority Staff, U.S. Senate Permanent Sub-
committee on Investigations, Gas Prices: How Are They Really Set?, reprinted in Gas Prices:
How Are They Really Set, Hearings before the U.S. Senate Permanent Subcommittee on Inves-
tigations (S. Hrg. 107-509) (April 30 and May 2, 2002), at p. 322; U.S. General Accounting Of-
fice, Effects of Mergers and Market Concentration in the U.S. Petroleum Industry, Report to the
Ranking Minority Member, U.S. Senate Permanent Subcommittee on Investigations, GAO-04—
96 (May 2004); Volatility in the Natural Gas Market: The Impact of High Natural Gas Prices
on American Consumers, Hearing before the U.S. Senate Permanent Subcommittee on Investiga-
tions (S. Hrg. 109-398) (February 13, 2006).
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ezuela, Iraq, and Iran, threaten the security and reliability of these
supplies. Furthermore, in each of the past 2 years hurricanes have
disrupted U.S. oil and gas production in the Gulf of Mexico. As
Saudi Arabia has increased its rate of production to meet increas-
ing demand, its ability to pump additional oil in the event of a
shortfall has declined, thereby providing less of a cushion in the
event of a supply disruption. It is often asserted that these fears
over the adequacy of supply have built a “risk premium” into crude
oil prices.2

In addition, over the past few years, large financial institutions,
hedge funds, pension funds, and other investment funds have been
pouring billions of dollars into the energy commodities markets—
perhaps as much as $60 billion in the regulated U.S. oil futures
market alone—to try to take advantage of price changes or to
hedge against them. Because much of this additional investment
has come from financial institutions and investment funds that do
not use the commodity as part of their business, it is defined as
“speculation” by the Commodity Futures Trading Commission
(CFTC). According to the CFTC, a speculator “does not produce or
use the commodity, but risks his or her own capital trading futures
in that commodity in hopes of making a profit on price changes.”
Reports indicate that, in the past couple of years, some speculators
have made tens and perhaps hundreds of millions of dollars in
profits trading in energy commodities. This speculative trading has
occurred both on the regulated New York Mercantile Exchange
(NYMEX) and on the over-the-counter (OTC) markets.

The large purchases of crude oil futures contracts by speculators
have, in effect, created an additional demand for oil, driving up the
price of oil to be delivered in the future in the same manner that
additional demand for the immediate delivery of a physical barrel
of oil drives up the price on the spot market. As far as the market
is concerned, the demand for a barrel of oil that results from the
purchase of a futures contract by a speculator is just as real as the
demand for a barrel that results from the purchase of a futures
contract by a refiner or other user of petroleum.

Although it is difficult to quantify the effect of speculation on
prices, there is substantial evidence that the large amount of spec-
ulation in the current market has significantly increased prices.
Several analysts have estimated that speculative purchases of oil
futures have added as much as $20-$25 per barrel to the current
price of crude oil, thereby pushing up the price of oil from $50 to
approximately $70 per barrel. Additionally, by purchasing large
numbers of futures contracts, and thereby pushing up futures
prices to even higher levels than current prices, speculators have
provided a financial incentive for oil companies to buy even more
oil and place it in storage. A refiner will purchase extra oil today,
even if it costs $70 per barrel, if the futures price is even higher.

As a result, over the past 2 years, crude oil inventories have been
steadily growing, resulting in U.S. crude oil inventories that are
now higher than at any time in the previous 8 years. The last time
crude oil inventories were this high, in May 1998—at about 347

28See, e.g., Statement of Daniel Yergin, World Crude Oil Pricing, Hearing before the U.S.
House of Representatives Committee on Energy and Commerce, May 4, 2006.
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million barrels—the price of crude oil was about $15 per barrel. By
contrast, the price of crude oil is now about $70 per barrel. The
large influx of speculative investment into oil futures has led to a
situation where we have high crude oil prices despite high levels
of oil in inventory.

As former Federal Reserve Chairman Alan Greenspan recently
explained in testimony before the Congress, over the past few years
“there has been a major upsurge in over-the-counter trading of oil
futures and other commodity derivatives.”3 Hedge funds and other
institutional investors have accumulated “substantial net long posi-
tions in crude oil futures, largely in the over-the-counter market.” 4
According to Mr. Greenspan, these futures positions have created
an additional demand for oil for future delivery, and “with the de-
mand from the investment community, oil prices have moved up
sooner than they would have otherwise.” Mr. Greenspan states
these price increases have stimulated additional oil production, a
large increase in oil inventories, and a partial scale-back of con-
sumption.>

In general, speculative trading brings greater liquidity to the fu-
tures market, so that companies seeking to hedge their exposure to
commodity prices can find counterparties willing to take on those
price risks. Speculative purchases of futures contracts can also, in
effect, finance the production and storage of the underlying com-
modity to meet future demand. On the other hand, large specula-
tive buying or selling of futures contracts can distort the market
signals regarding supply and demand in the physical market or
lead to excessive price volatility, either of which can cause a cas-
cade of consequences detrimental to the overall economy.

A key responsibility of the CFTC is to ensure that prices on the
futures market reflect the laws of supply and demand rather than
manipulative practices® or excessive speculation.” The Commodity
Exchange Act (CEA) states, “Excessive speculation in any com-
modity under contracts of sale of such commodity for future deliv-
ery . . . causing sudden or unreasonable fluctuations or unwar-
ranted changes in the price of such commodity, is an undue and
unnecessary burden on interstate commerce in such commodity.”$
The CEA directs the CFTC to establish such trading limits “as the
Commission finds are necessary to diminish, eliminate, or prevent
such burden.”®

At the same time that there has been a huge influx of specula-
tive dollars in energy commodities, the CFTC’s ability to monitor
the nature, extent, and effect of this speculation has been dimin-
ishing. Most significantly, there has been an explosion of trading
of U.S. energy commodities on exchanges that are not regulated by
the CFTC. Available data on the nature and extent of this specula-
tion is limited, so it is not possible for anyone, including the CFTC,

3Statement of Alan Greenspan, Oil Depends on Economic Risks, Hearing before the Com-
mittee on Foreign Relations, U.S. Senate, June 7, 2006.
41d.

sId.

67 U.S.C. §5(b),
77 U.S.C. §6a(a).
81d.

oId.
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to make a final determination about the current level of specula-
tion.

In Irrational Exuberance, which forecasted the collapse of stock
market prices in 2000-2001, Professor Robert Shiller wrote of the
importance of understanding the role of speculation in setting mar-
ket prices. “We need to know confidently whether the increase that
brought us here is indeed a speculative bubble—an unsustainable
increase in prices brought on by investors” buying behavior rather
than by genuine, fundamental information about value. In short,
we need to know if the value investors have imputed to the market
is not really there, so that we can readjust our planning and think-
ing.” 10

To a certain extent, whether any level of speculation is “exces-
sive” lies within the eye of the beholder. In the absence of data,
however, it is impossible to begin the analysis or engage in an in-
formed debate over whether our energy markets are functioning
properly or are in the midst of a speculative bubble. Again, Pro-
fessor Shiller has warned, “It is a serious mistake for public figures
to acquiesce in the stock market valuations we have seen recently,
to remain silent about the implications of such high valuations, and
to leave all commentary to the market analysts. . . . The valuation
of the stock market is an important national—indeed international
issue.” !l This advice would appear to be as relevant to the energy
markets as to the stock market.

Until recently, U.S. energy futures were traded exclusively on
regulated exchanges within the United States, like the NYMEX,
which are subject to extensive oversight by the CFTC, including on-
going monitoring to detect and prevent price manipulation or
fraud. In recent years, however, there has been a tremendous
growth in the trading of contracts that look and are structured just
like futures contracts, but which are traded on unregulated OTC
electronic markets. Because of their similarity to futures contracts
they are often called “futures look-alikes.” The only practical dif-
ference between futures look-alike contracts and futures contracts
is that the look-alikes are traded in unregulated markets whereas
futures are traded on regulated exchanges. The trading of energy
commodities by large firms on OTC electronic exchanges was ex-
empted from CFTC oversight by a provision inserted at the behest
of Enron and other large energy traders into the Commodity Fu-
tures Modernization Act of 2000 in the waning hours of the 106th
Congress.

The impact on market oversight has been substantial. NYMEX
traders, for example, are required to keep records of all trades and
report large trades to the CFTC. These Large Trader Reports
(LTR), together with daily trading data providing price and volume
information, are the CFTC’s primary tools to gauge the extent of
speculation in the markets and to detect, prevent, and prosecute
price manipulation. CFTC Chairman Reuben Jeffery recently stat-
ed: “The Commission’s Large Trader information system is one of
the cornerstones of our surveillance program and enables detection

10Robert J. Shiller, Irrational Exuberance (Princeton University Press, 2000), at p. 5.
11]d., at pp. 203-204.
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of concentrated and coordinated positions that might be used by
one or more traders to attempt manipulation.” 12

In contrast to trades conducted on the NYMEX, traders on un-
regulated OTC electronic exchanges are not required to keep
records or file Large Trader Reports with the CFTC, and these
trades are exempt from routine CFTC oversight. In contrast to
trades conducted on regulated futures exchanges, there is no limit
on the number of contracts a speculator may hold on an unregu-
lated OTC electronic exchange, no monitoring of trading by the ex-
change itself, and no reporting of the amount of outstanding con-
tracts (“open interest”) at the end of each day.

The CFTC’s ability to monitor the U.S. energy commodity mar-
kets was further eroded when, in January of this year, the CFTC
permitted the Intercontinental Exchange (ICE), the leading oper-
ator of electronic energy exchanges, to use its trading terminals in
the United States for the trading of U.S. crude oil futures on the
ICE futures exchange in London—called “ICE Futures.” Previously,
the ICE Futures exchange in London had traded only in European
energy commodities—Brent crude oil and United Kingdom natural
gas. As a United Kingdom futures market, the ICE Futures ex-
change is regulated solely by the United Kingdom Financial Serv-
ices Authority. In 1999, the London exchange obtained the CFTC’s
permission to install computer terminals in the United States to
permit traders here to trade European energy commodities through
that exchange.

Then, in January of this year, ICE Futures in London began
trading a futures contract for West Texas Intermediate (WTI) crude
oil, a type of crude oil that is produced and delivered in the United
States. ICE Futures also notified the CFTC that it would be per-
mitting traders in the United States to use ICE terminals in the
United States to trade its new WTI contract on the ICE Futures
London exchange. Beginning in April, ICE Futures similarly al-
lowed traders in the United States to trade U.S. gasoline and heat-
ing oil futures on the ICE Futures exchange in London.

Despite the use by U.S. traders of trading terminals within the
United States to trade U.S. oil, gasoline, and heating oil futures
contracts, the CFTC has not asserted any jurisdiction over the
trading of these contracts. Persons within the United States seek-
ing to trade key U.S. energy commodities—U.S. crude oil, gasoline,
and heating oil futures—now can avoid all U.S. market oversight
or reporting requirements by routing their trades through the ICE
Futures exchange in London instead of the NYMEX in New York.

As an increasing number of U.S. energy trades occurs on unregu-
lated, OTC electronic exchanges or through foreign exchanges, the
CFTC’s large trading reporting system becomes less and less accu-
rate, the trading data becomes less and less useful, and its market
oversight program becomes less comprehensive. The absence of
large trader information from the electronic exchanges makes it
more difficult for the CFTC to monitor speculative activity and to

12Letter from Reuben Jeffery III, Chairman, Commodity Futures Trading Commission, to
Michigan Governor Jennifer Granholm, August 22, 2005.
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detect and prevent price manipulation.!3 The absence of this infor-
mation not only obscures the CFTC’s view of that portion of the
energy commodity markets, but it also degrades the quality of in-
formation that is reported. A trader may take a position on an un-
regulated electronic exchange or on a foreign exchange that is
either in addition to or opposite from the positions the trader has
taken on the NYMEX, and thereby avoid and distort the large trad-
er reporting system. Not only can the CFTC be misled by these
trading practices, but these trading practices could render the
CFTC weekly publication of energy market trading data, intended
to be used by the public, as incomplete and misleading.

It is critical for U.S. policymakers, analysts, regulators, investors
and the public to understand the true reasons for skyrocketing en-
ergy prices. If price increases are due to supply and demand imbal-
ances, economic policies can be developed to encourage investments
in new energy sources and conservation of existing supplies. If
price increases are due to geopolitical factors in producer countries,
foreign policies can be developed to mitigate those factors. If price
increases are due to hurricane damage, investments to protect pro-
ducing and refining facilities from natural disasters may become a
priority. To the extent that energy prices are the result of market
manipulation or excessive speculation, only a cop on the beat with
both oversight and enforcement authority will be effective.

Extending the CFTC’s Large Trader Reporting system to require
all U.S. traders of energy futures or futures-like contracts to keep
records and report large trades to the CFTC, regardless of where
the trade takes place—on the NYMEX, on an unregulated OTC
electronic exchange, or on a foreign exchange—will eliminate the
gaps in large trader reporting requirements. This action is nec-
essary to preserve the CFTC’s ability to oversee energy futures
markets in order to detect and prevent price manipulation and ex-
cessive speculation.

II. FINDINGS AND RECOMMENDATIONS

Based upon its investigation into the role of market speculation
in rising oil and gas prices, the Subcommittee staff makes the fol-
lowing findings and recommendations.

A. Findings

1. Rise in Speculation. Over the past few years speculators
have expended tens of billions of dollars in U.S. energy commodity
markets.

2. Speculation Has Increased Prices. Speculation has contrib-
uted to rising U.S. energy prices, but gaps in available market data
currently impede analysis of the specific amount of speculation, the
commodity trades involved, the markets affected, and the extent of
price impacts.

13 Enron’s manipulation of prices on its unregulated electronic trading platform demonstrates
the widespread economic harm that may result from abuses in unregulated markets. In 2002,
for example, the Federal Energy Regulatory Commission (FERC) found that 174 trades between
Enron and one other party in the last hour of trading in Enron’s electronic market on January
31, 2001, resulted in a steep increase in the price of natural gas on that date. The report ten-
tatively concluded that Enron OnLine price data was susceptible to price manipulation and may
have affected not only Enron trades, but also increased natural gas prices industrywide. See,
e.g., August 2002 report prepared by the FERC staff, Docket No. PA-02-000.
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3. Price-Inventory Relationship Altered. With respect to
crude oil, the influx of speculative dollars appears to have altered
the historical relationship between price and inventory, leading the
current oil market to be characterized by both large inventories
and high prices.

4. Large Trader Reports Essential. CFTC access to daily re-
ports of large trades of energy commodities is essential to its ability
to detect and deter price manipulation. The CFTC’s ability to de-
tect and deter energy price manipulation is suffering from critical
information gaps, because traders on OTC electronic exchanges and
the London ICE Futures are currently exempt from CFTC report-
ing requirements. Large trader reporting is also essential to ana-
lyze the effect of speculation on energy prices.

5. ICE Impact on Energy Prices. ICE’s filings with the Securi-
ties and Exchange Commission and other evidence indicate that its
over-the-counter electronic exchange performs a price discovery
function—and thereby affects U.S. energy prices—in the cash mar-
ket for the energy commodities traded on that exchange.

B. Recommendations

1. Eliminate Enron Loophole. Congress should eliminate the
Enron loophole that currently limits CFTC oversight of key U.S.
energy commodity markets and put the CFTC back on the beat po-
licing these markets.

2. Require Large Trader Reports. Congress should enact leg-
islation to provide that persons trading energy futures “look-alike”
contracts on over-the-counter electronic exchanges are subject to
the CFTC’s large trader reporting requirements.

3. Monitor U.S. Energy Trades on Foreign Exchanges. Con-
gress should enact legislation to ensure that U.S. persons trading
U.S. energy commodities on foreign exchanges are subject to the
CFTC’s large trader reporting requirements.

4. Increase U.S.-U.K. Cooperation. The CFTC should work
with the United Kingdom Financial Services Authority to ensure it
has information about all large trades in U.S. energy commodities
on the ICE Futures exchange in London.

5. Make ICE Determination. The CFTC should immediately
conduct the hearing required by its regulations to examine the
price discovery function of the ICE OTC electronic exchange and
the need for ICE to publish daily trading data as required by the
Commodity Exchange Act.
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III. RECENT TRENDS IN ENERGY MARKETS

“There has been no shortage and inventories of crude oil and
products have continued to rise. The increase in prices has not been
driven by supply and demand.”

—Lord Browne, Group Chief Executive of BP 14

“Senator, the facts are—and I've said this publicly for a long
time—the oil prices have been moving steadily up for the last 2
years. And I think I have been very clear in saying that I don’t
think that the fundamentals of supply and demand—at least as we
have traditionally looked at it—have supported the price structure
that’s there.”

—Lee Raymond, Chairman and CEO, ExxonMobil 15

A. Increasing Prices

In what has become an all-too-familiar refrain over the past sev-
eral years, energy prices have recently reached record highs. Oil
prices in the spring of 2006 surpassed the record highs reached last
summer in the days after Hurricane Katrina rampaged through the
Gulf of Mexico and shut down over a million barrels per day of U.S.
oil production. Figure 1 shows the steep climb and recent record
highs in crude oil prices.

Figure 1

Crude Oil Prices
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Figure 1. Since January 2002, crude oil prices have steadily risen; oil prices
reached record high levels in spring of 2006. Prices reflect spot month NYMEX
futures contract prices. Data source: U.S. Department of Energy, Energy Informa-
tion Administration (EIA), NYMEX data.

14Melanie Feisst, “Joseph was a speculator too,” Hedge funds draw on the Bible to defend
themselves against accusations that they have destablised the markets, The Daily Telegraph,
U.K., May 6, 2006.

15 Engergy Pricing and Profits, Joint Hearing before the Senate Committee on Commerce,
Science and Transportation and the Senate Committee and Energy and Natural Resources, No-
vember 9, 2005.
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Because gasoline and other petroleum-based energy commodities
are produced by refining crude oil, the rising price of crude oil has
been a major cause of rising gasoline and petroleum product prices.
Figure 2 illustrates how U.S. gasoline prices have increased in re-
cent years.

Figure 2

U.S. Retail Gasoline Prices
Dollars per January 1998 - May 2006
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Figure 2. The average price of gasoline in the United States has risen from an
average of $1.10 cents per gallon in the late 1990s to an average of over $2.20
per gallon over the past 12 months, and nearly $3 per gallon in the spring of
2006. Prices reflect the weekly average retail price for all grades of gasoline. Data
source: EIA.

Natural gas prices also have jumped higher over the past several
years. Because several industries, such as electric power genera-
tion, can use natural gas as a substitute for crude oil, and vice
versa, natural gas prices are significantly affected by crude oil
prices. Natural gas prices also are highly correlated with the prices
of several petroleum products, such as diesel fuel and heating oil.
Figure 3 illustrates the recent rise in natural gas prices.
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Figure 3
Doltars per Natural Gas Prices
Miion Btu January 1998 - May 2006
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Figure 3. Natural gas prices have risen from an average of $2 per million BTU
in the late 1990s to a current range of $6-$8 per million BTU in the spring of
2006. At times, price spikes have doubled the price of natural gas. Prices reflect
spot month NYMEX futures contract prices. Data source: EIA, NYMEX data.

A number of factors are often cited as contributing to these in-
creasing prices.!® Generally, the rising prices are attributed to an
increasingly precarious balance between supply and demand. Glob-
al demand for oil has been increasing, led by the rapid industrial-
ization of China, growth in India, and a continued increase in appe-
tite for refined products, particularly gasoline, in the United
States.!?” Although supplies have been increasing to keep pace with
this increased demand,!8 these supplies are perceived to be in-
creasingly vulnerable to disruption. Political instability and hos-
tility to U.S. interests in the key producer countries of Iran, Iraq,

16 See, e.g., U.S. Department of Energy, Energy Information Administration (EIA), Short-Term
Energy Outlook and Summer Fuels Outlook, April 2006 (2006 Summer Fuels Outlook), at pp.
2-3; Jeffrey H. Birnbaum and Steven Mufson, Cost of Gas Puts Pressure on GOP, The Wash-
ington Post, April 25, 2006; BBC News, What is driving oil prices so high?, http:/news.bbc.co.uk/
go/pr/fr/-/1/hi/business/4922172.stm (April 20, 2006); Peg Mackey and Janet McBride, Reuters,
Oil’s top brass talk prices at summit, Saturday, April 22, 2006, 9:33 a.m.; Steven Mufson, The
Battle Over the Blame for Gas Prices, The Washington Post, Friday, April 21, 2006, at p. A01.

17 See, e.g., Philip K. Verleger, Jr., A Primer on Oil Prices: I, The Petroleum Economics Month-
ly, December 2005; International Energy Agency (IEA), Oil Market Report, May 12, 2006, at p.
3

18 For example, from 2002 through 2005 global demand increased from 77.8 to 83.6 million
barrels per day (bpd), while global supply increased from 76.9 to 84 million bpd. This represents
an increase in demand of 5.8 million bpd, and an increase in supply of 7.1 million bpd. As a
result, OECD inventories grew by 300,000 bpd in 2003 and 200,000 bpd in 2004 and 2005. Id.,
at p. 43.
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Venezuela, 1 and Nigeria2® are among the most frequently cited
threats to supplies. Additionally, in each of the past 2 years hurri-
canes have disrupted U.S. oil and gas production in the Gulf of
Mexico.2! As Saudi Arabia has increased its rate of production to
meet increasing demand, its ability to pump additional oil in the
event of a shortfall elsewhere has declined, thereby providing less
of a cushion in the event of such a supply disruption.22 It is often
asserted that these and other fears over the adequacy of supply
have built a “risk premium” into crude oil prices.23

These factors, however, do not tell the whole story. Concurrent
with the most recent sustained run-up in energy prices, large fi-
nancial institutions, hedge funds, pension funds, and other inves-
tors have been pouring billions of dollars into the energy commod-
ities markets to try to take advantage of price changes or hedge
against them. Most of this additional investment has not come
from producers or consumers of these commodities, but from specu-
lators seeking to take advantage of these price changes. The CFTC
defines a speculator as a person who “does not produce or use the
commodity, but risks his or her own capital trading futures in that
commodity in hopes of making a profit on price changes.” 24 Reports
indicate that in the past year a few speculators have made tens

19Monte Reel, Chavez Stokes Confrontation Over U.S. Role in Venezuela, The Washington
Post, July 19, 2005.

20 See, e.g., Matt Piotrowski, Nigerian Shut-Ins Fail to Stimulate Oversupplied US Cash Crude
Market, Oil Daily, March 6, 2006. This spring, however, despite several well-publicized disrup-
tions to Nigerian supplies, no shortfalls resulted. “‘Physical traders have taken the Nigerian
outage totally in stride,’ [one trader] said. ‘Without the Nigerian troubles, there would be even
more oversupply.”” Id.

21 Between August 26, 2005 and April 19, 2006, the cumulative loss of production in the Gulf
of Mexico due to Hurricane Katrina was approximately 149 million barrels, or approximately
1 million barrels per day (bpd). U.S. Department of Interior Materials and Management Service
(MMS), Hurricane Katrina/Hurricane Rita, Evacuation and Production Shut-in Statistics Report,
Wednesday, April 19, 2006, at http://www.mms.gov/ooc/press0419.htm. Nearly 90 percent of total
Gulf of Mexico oil productlon which normally is about 1.5 million bpd, was shut down in the
first few days after landfall on August 29; nearly 56 percent, or about 840,000 bpd, was still
shut-in (i.e., unable to be produced) on September 15, 2 weeks after landfall. U.S. Department
of Energy, Office of Electricity Delivery and Energy Reliability, Energy Assurance Daily, Sep-
tember 15, 2005, at pp. 2-3.

In the 6-month period between September 11, 2004 and February 14, 2005, Hurricane Ivan
caused a cumulative loss of nearly 44 million barrels of crude oil production in the Gulf of Mex-
ico, which was equivalent to about 7.2 percent of the annual production of oil in the Gulf. MMS,
Hurricane Ivan Evacuation and Production Shut-in Statistics as of Monday, February 14, 2005,
Final Report, at http://www.mms.gov/ooc/press/2005/press0214.htm.

The International Energy Agency (IEA) states that “random events,” such as accidents,
labor unrest, “guerilla activity,” unplanned maintenance, and weather-related events, including
hurricanes in North America, “may cause supply losses of between 300 kb/d [thousand barrels
per day] and 400 kb/d for non-OPEC supply each year.” IEA, Oil Market Report, May 12, 2006,
at p. 14.

222006 Summer Fuels Outlook, at p. 3. On the other hand, government-controlled strategic
stocks, including the U.S. Strateglc Petroleum Reserve, are at historically high levels. 2006
Summer Fuels Outlook, Summer Fuel Charts, at p.3 and at Summer Fuel Charts, p. 9; IEA,
Oil Market Report, March 14, 2006, at p. 59. In the event of a disruption in supply, these stra-
tegic stocks can be just as effective as using spare production capacity to make up for production
shortfalls. For example, in 2005, the United States released 30 million barrels of oil from the
U.S. Strategic Petroleum Reserve, and other IEA members released another 30 million barrels
to compensate for the loss of production caused by Hurricanes Katrina and Rita. H. Josef
Hebert, Nations to Release 60M Barrels of Oil, Gas, Associated Press Financial Wire, September
2, 2005, 10:51 p.m. GMT. In 2003, Saudi Arabia and other OPEC members increased their pro-
duction to compensate for the temporary loss of about 1.7 million barrels per day of Iraq oil
due to the American invasion. David Ivanovich, OPEC strives to prevent world oil-supply short-
age, Houston Chronicle, March 10, 2003; Producers Expect Minimal War Diruption, Oil Daily,
March 19, 2003.

23 See, e.g., Daniel Yergin, Testimony Before the U.S. House of Representatives Committee on
Energy and Commerce, May 4, 2006, at www.cera.com/news (last visited May 22, 2006).

24CFTC, The Economic Purpose of Futures Markets, at http://www.cftc.gov/opa/brochures/
opaeconpurp. htm.
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and perhaps hundreds of millions of dollars trading in oil and
gas.2s

The large purchases of crude oil futures contracts by speculators
have, in effect, created an additional demand for oil, driving up the
price of oil for future delivery in the same manner that additional
demand for contracts for the delivery of a physical barrel today
drives up the price for oil on the spot market. As far as the market
is concerned, the demand for a barrel of oil that results from the
purchase of a futures contract by a speculator is just as real as the
demand for a barrel that results from the purchase of a futures
contract by a refiner or other user of petroleum.

Although it is difficult to quantify the effect of speculation on
prices, there is substantial evidence supporting the conclusion that
the large amount of speculation in the current market has signifi-
cantly increased prices; several analysts have estimated that specu-
lative purchases of oil futures have added as much as $20-$25 per
barrel to the current price of crude oil. Additionally, by purchasing
large numbers of futures contracts, and thereby pushing up futures
prices to even higher levels than current prices, speculators have
provided a financial incentive for oil companies to buy even more
oil and place it in storage. A refiner will purchase extra oil today,
even if it costs $70 per barrel, if the futures price is even higher.

As a result, over the past 2 years, crude oil inventories have been
steadily growing, resulting in U.S. crude oil inventories that are
now higher than at any time in the previous 8 years. The last time
crude oil inventories were this high, in May 1998—at about 347
million barrels—the price of crude oil was about $15 per barrel. By
contrast, the price of crude oil today is about $70 per barrel. The
large influx of speculative investment into oil futures has led to a
situation where we have both high supplies of crude oil and high
crude oil prices.

High crude oil prices are a major reason for the record or near-
record highs of the prices of a variety of petroleum products, in-
cluding gasoline, heating oil, diesel fuel, and jet fuel.26 There also
is evidence that the skyrocketing prices of metal commodities can
partially be attributed to these skyrocketing oil prices.2?

B. Increasing Amounts of Crude Oil in Storage

“What’s been happening since 2004 is very high prices without
record-low stocks. The relationship between U.S. [oil] inventory lev-
els and prices has been shredded, has become irrelevant.”

—dJan Stuart, Global Oil Economist, UBS Securities 28

25 See Section III.C.3 in this report, below.

26 As explained in two previous reports issued by the Subcommittee staff, U.S. gasoline prices
are also influenced by the overall gasoline supply and demand balance within the U.S. gasoline
market, which in turn depends on a variety of other factors, including the profitability of refin-
ery operations, domestic refinery capacity and availability, the level of imports, competition
within the industry at the national and local level, and fuel specifications resulting from envi-
ronmental requirements that affect the fungibility of gasoline supplies. This year, uncertainty
within the market regarding whether there would be an adequate supply of gasoline blended
with ethanol to replace the supply of gasoline blended with MTBE also contributed to some of
the increases in gasoline prices.

27 See, e.g., Falling oil prices would help stem rise in copper prices: trader, Platts Metals Week,
May 19, 2006, at http://www.platts.com/Metals/highlights/2006/mp—mw—051906.xml (last vis-
ited May 26, 2006).

28 Bhusan Bahree and Ann Davis, Oil Settles Above $70 a Barrel, Despite Inventories at 8-Year
High, The Wall Street Journal, April 18, 2006.
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Compelling evidence that the oft-cited geopolitical, economic, and
natural factors do not fully explain the recent rise in energy prices
can be seen in the actual data on crude oil supply and demand. Al-
though demand has significantly increased over the past few years,
so have supplies. As Figure 4 indicates, over the past couple of
years global crude oil production has increased along with the in-
creases in demand; in fact, during this period global supplies have
exceeded demand.?®

Figure 4
World Crude Qit Supply and Demand
1997 - 2005
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Figure 4. In 2004 and 2005 the supply of crude oil exceeded demand. Data
source: EIA, International Petroleum Monthly, March 2006.

Projections for the future indicate that, for the near term, supply
will continue to keep pace with demand. In its monthly report for
March 2006, the International Energy Agency (IEA), stated, “Addi-
tions to OPEC and non-OPEC capacity are forecast to keep global
supply trends broadly in line with global demand in 2007 and
2008.”730 The U.S. Department of Energy’s Energy Information Ad-
ministration (EIA) recently forecast that in the next few years glob-
al surplus production capacity will continue to grow to between 3
and 5 million barrels per day by 2010, thereby “substantially thick-
ening the surplus capacity cushion.”3!

Because supplies have been rising along with demand, commer-
cial crude oil inventories have been rising as well. As can be seen
in Figure 5, the amount of crude oil in U.S. commercial inventories

292006 Summer Fuels Outlook, at p. 3.

30TEA, Oil Market Report, March 14, 2006, at p. 3. See also, 2006 Summer Fuels Outlook, at
p. 3.

31EIA, Energy Assurance Daily, May 4, 2006. The EIA reported the current spare capacity
to be between 1 and 1.5 million barrels per day (bpd). Id. The International Energy Agency re-
ports the spare capacity at 1.7 million bpd. IEA, Oil Market Report, May 12, 2006, at p. 14.
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is higher today than at any other time in the current decade. The
EIA forecasts that U.S. inventories will increase again in 2006.32
Figure §
U.8. Crude Oil Inventory (Excluding SPR)
January 1998 - May 2006
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Figure 5. The amount of crude oil in storage in commercial inventories has risen
to higher-than-average levels over the past year. Data source: EIA.

The amount of natural gas in storage also has been increasing
over the past couple of years. From mid-2004 to the present, except
for the period shortly following the landfall of Hurricane Katrina,
the amount of natural gas in storage has exceeded the previous 5-
year average.3® Yet during this entire period natural gas prices
were higher than the previous 5-year average. These trends are ex-
pected to continue. Despite a projected increase in the amount of
natural gas available in storage for next winter, the EIA states
that “concerns about potential future supply tightness and con-
tinuing pressure from high oil markets are keeping expected spot
natural gas prices for the next heating season at high levels.” 34

Figure 6 shows the relationship between U.S. crude oil inven-
tories and prices over the past 8 years, and how the relationship
between physical supply and price has fundamentally changed
since 2004. For the period from 1998 through 2003, the chart

322006 Summer Fuels Outlook, at Table 3. In Europe, crude oil in inventories also were higher
in 2005 than in either 2003 or 2004. IEA, Oil Market Report, March 14, 2006, at p. 29. Not
only are the absolute levels of U.S. and European inventories above average, inventories are also
higher when measured by days-of-supply those inventories could provide at current consumption
levels. Id. In June, the IEA reported that OECD crude stocks had risen to their highest level
in 20 years. IEA, Oil Market Report Highlights, June 13, 2006.

33EIA, Short-Term Energy Outlook and Summer Fuels Outlook, April 2006, Summer Fuel
Charts, at p.11.

342006 Summer Fuels Outlook, at Table 3. In mid-May of this year, however, natural gas spot
month futures fell below $6 per million BTU.
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shows that the price-inventory relationship generally centered
around a line sloping from the middle-left of the chart down to the
lower right, meaning that low inventories were accompanied by
high prices, and high inventories were accompanied by low prices.
For 2004, 2005, and through May 2006, which is the most recently
available data, the inventory-price relationships fall nowhere near
this downward sloping line; if anything, the points seem to go in
the opposite direction, such that higher inventories seem to be cor-
related with higher prices. Figure 6 clearly indicates that there has
been a fundamental change in the oil industry, such that the pre-
vious relationship between price and inventory no longer applies.

Figure 6
Price of US Prices v Total US Stocks
crude oil, $/barrel January 1998 - May 2006
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Figure 6. Since 2004, crude oil prices have risen as inventories have risen. Data
source: EIA.

As will be discussed in the next section, one reason underlying
this change is the influx of billions of dollars of speculative invest-
ment in the crude oil and natural gas futures markets. As energy
prices have not only increased but become more volatile, energy
commodities have become an attractive investment for financial in-
stitutions, hedge funds, pension funds, commodity pools, and other
large investors. One oil economist has calculated that over the past
few years more than $60 billion has been spent on oil futures in
the NYMEX market alone.35 As explained below, this frenzy of
speculative buying has created additional demand for oil futures,
thereby pushing up the price of those futures. The increases in the

35Philip Verleger, Commodity Investors: A Stabilizing Force?, The Petroleum Economics
Monthly, March 2006.
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price of oil futures have provided financial incentives for companies
to buy even more oil and put it into storage for future use, result-
ing in high prices despite ample inventories.3¢

C. Increased Speculation in Energy Commodities

“Ironically, hedge funds trading oil are not doing anything very
different than the large investment banks such as Goldman Sachs,
Bank of America, or Morgan Stanley already do. The proprietary
trading desks of these and other large investment banks are actually
“hedge funds in drag,” just as Enron was.”

—Peter C. Fusaro and Gary M. Vasey, Hedge Funds
Change Energy Trading 37

1. Increased Investments in Energy Commodities

At the same time energy commodity prices have been increasing,
there has been a large increase in the amount of money expended
on energy commodities futures and other derivative instruments.
“Volatile energy markets and record-high commodity prices are
prompting renewed interest from investors eager to play in the sec-
tor,” The New York Times reported earlier this year. “That has
pushed banks and a growing number of hedge funds to hire more
energy traders and brainy quantitative minds to back their bets on
energy prices.”3® Recent academic research indicating that com-
modity futures have performed as well as stocks and better than
bonds, with less risk, also has boosted expenditures on energy com-
modity futures.3°

Because the over-the-counter energy markets are unregulated,
there are no precise or reliable figures as to the total dollar value
of recent spending on investments in energy commodities, but the

36 Some traders contend that the high inventories have lowered spot prices. “The phys1cal mar-
ket is pretty relaxed,” one trader said this spring, as prices rose over $60 per barrel. “There’s
been downward pressure on WTI [West Texas Intermediate] because of inventories.” Matt
Piotrowski, Nigerian Shut-Ins Fail to Stimulate Oversupplied US Cash Crude Market, Oil Daily,
March 6, 2006. “What the high stock levels are doing, along with unsold spot cargoes and stor-
age capacity constraints, is driving down the spot and front month prices relative to the outer
months. In effect, a chunk of the fear premium is being taken out of the market.” Receding Fear
Premium, Petroleum Intelligence Weekly, March 13, 2006.

On the other hand, by creating a financial incentive to purchase oil for storage, the steep rise
in futures prices may also have stimulated current demand, thereby pushing up current prices.
Although some of this increased demand for oil—for present consumption plus for future con-
sumption—has been met by increase in supply, any increase in production necessary to meet
this additional demand has come at a time of low excess global excess production capacity. The
recent decline in global excess production capacity has been one of the major factors supporting
current price levels. See, e.g., Verleger, A Primer on Oil Prices: I, at p. 22. (“This process of in-
ventory building [due to speculative purchases of futures contracts] reduces the supply of certain
crudes and products available to the current spot market when current supply cannot be in-
creasedi as has been the case in 2005. This promotion of inventory holding raises current spot
prices

Using the IEA estimate of 1.7 million bpd for OPEC’s surplus production capacity, an amount
of oil equivalent to between 10 and 15 percent of OPEC’s surplus capacity has been placed into
commercial inventories. It is not apparent why these increases in commercial inventories, to-
gether with the high level of strategic reserves in OECD countries, including the U.S. Strategic
Petroleum Reserve, have not had a greater effect in alleviating the “fear premium” regarding
potential supply disruptions.

37 International Research Center for Energy and Economic Development, 2005.

38 Alexei Barrionuevo and Simon Romero, Energy Trading, Without a Certain “E”, The New
York Times, January 15, 2006

39 Michael R. Sesit, Commodities Enter Investment Mainstream, Pension Funds, Universities
Jump Into the Asset Class; High Returns, Low Risk, Wall Street Journal, September 9, 2004;
Philip Verleger, Commodity Investors: A Stabilizing Force?, The Petroleum Economics Monthly,
March 2006. The most frequently cited research papers are Thomas Schneeweis, Georgi
Georgiev, The Benefits of Managed Futures, June 10, 2002; and Gary Gorton and K. Geert
Rouwenhorst, Facts and Fantasies about Commodity Futures, Yale International Center for Fi-
nance, Working Paper No. 04-20, June 14, 2004.
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estimates are consistently in the range of tens of billions of dollars.
Last fall, the International Monetary Fund reported, “Industry es-
timates suggest that approximately $100-$120 billion of new in-
vestment in the past 3 years has been in active and passive energy
investment vehicles.” 40 The New York Times cited an estimate that
there were “at least 450 hedge funds with an estimated $60 billion
in assets focused on energy and the environment, including 200 de-
voted exclusively to various energy strategies.” 4!

The increased speculative interest in commodities is also seen in
the increasing popularity of commodity index funds, which are
funds whose price is tied to the price of a basket of various com-
modity futures. Goldman Sachs estimates that pension funds and
mutual funds have invested a total of approximately $85 billion in
commodity index funds, and that investments in its own index, the
Goldman Sachs Commodity Index (GSCI), has tripled over the past
few years to $55 billion.42 In March of this year, petroleum econo-
mist Philip Verleger calculated that the amount of money invested
in commodity index funds “jumped from $15 billion in 2003 to $56
billion in 2004 and on to $80 billion today.” 43

With respect to crude oil in particular, Verleger estimates that,
during 2005, $25 billion was “injected” into the West Texas Inter-
mediate (WTI) crude oil futures contract traded on the NYMEX,
mostly coming from pension funds and other managed money.
Verleger states “another $20 billion or so” was invested in NYMEX
WTI contracts in the first few months of this year.#4 Overall,
Verleger estimates that between July 2004 and mid-March 2006, a
total of approximately $60 billion has been invested in the NYMEX
WTI contract.4>

The increase in speculative trading is directly observable in the
CFTC weekly reports on trading activity in the CFTC-regulated fu-
tures markets. Over the past 2 years, the CFTC data shows more
than a doubling in the “open interest” in both crude oil and natural
gas contracts—essentially the number of outstanding futures con-
tracts at the end of a trading day.#¢ The CFTC data indicates that
much of the increase is due to “non-commercial” trading—namely,
trading by speculators.4’

2. The Effect of Speculation on Prices

“There is little doubt that Katrina only exacerbated a troubling
trend in energy prices that already seemed to ignore basic funda-
mental drivers to thrive instead on hype.”

—A futures trader, September 2005.48

40Pelin Berkma, Sam Ouliaris, and Hossein Samiei, The Structure of the Oil Market and
Causes of High Prices, International Monetary Fund, September 21, 2005.

41 Alexei Barrionuevo, Energy Trading, Without a Certain “E”, The New York Times, January
15, 2006 (citing Mr. Peter Fusaro of the Energy Hedge Fund Center).

42 Jad Mouawad and Heather Timmons, Trading Frenzy Adding to Rise in Price of Oil, The
New York Times, April 29, 2006.

43Philip Verleger, Commodity Investors: A Stabilizing Force?, The Petroleum Economics
Monthly, March 2006.

44Philip Verleger, A Primer on Oil Prices II: The Role of Inventories, The Petroleum Economics
Monthly, February 2006, at p. 20.

45Verleger, March 2006.

46 See the Appendix to this Report for a more detailed discussion of open interest.

47 See the Appendix to this Report for a more detailed discussion of this CFTC data.

48 Behind Runaway Prices: Supply Issues are Real, But Hype Sets Bar, Natural Gas Week,
September 5, 2005.
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One of the benefits of speculative trading is that it brings needed
liquidity to the futures market so that companies seeking to hedge
their exposure to commodity prices can find counterparties willing
to take on those price risks. Also, as previously discussed, specula-
tion can help finance the build-up of inventories when prices are
expected to increase. On the other hand, large speculative buying
or selling of futures contracts can distort the price signals influ-
encing supply and demand in the physical market or lead to exces-
sive price volatility, either of which can cause a cascade of con-
sequences detrimental to the supply and price of the commodity
and the overall economy.

A key responsibility of the CFTC is to ensure that prices on the
futures market reflect the laws of supply and demand rather than
manipulative practices4® or excessive speculation.’® The Com-
modity Exchange Act (CEA) states, “Excessive speculation in any
commodity under contracts of sale of such commodity for future de-
livery . . . causing sudden or unreasonable fluctuations or unwar-
ranted changes in the price of such commodity, is an undue and
unnecessary burden on interstate commerce in such commodity.” 5!
The CEA directs the CFTC to establish such trading limits “as the
Commission finds are necessary to diminish, eliminate, or prevent
such burden.” 52

A number of energy industry participants and analysts have
noted the divergence between the ample supplies of crude oil and
natural gas, and record-high prices for those commodities, and
have attributed some of this disconnect to the presence of specu-
lators in the market. “Gold prices don’t go up just because jewelers
need more gold, they go up because gold is an investment,” one
consultant said. “The same has happened to oil.” 53

“The answer to the puzzle posed by rising prices and inventories,
industry analysts say, lies not only in supply constraints such as
the war in Iraq and civil unrest in Nigeria and the broad upswing
in demand caused by industrialization of China and India. Increas-
ingly, they say, prices also are being guided by a continuing rush
of investor funds in commodities investments.” 54 Another gas trad-
er said: “It’s all about futures speculators shooting for irrational
price objectives, as well as trying to out-think other players—sort
of like a twisted game of chess.” “[T]he basic facts are clear,” he
added, “this market is purely and simply being controlled by over-
speculation.”55 Tim Evans, senior analyst at IFR Energy Services,
stated, “What you have on the financial side is a bunch of money
being thrown at the energy futures market. It’s just pulling in
more and more cash. That’s the side of the market where we have
runaway demand, not on the physical side.” 56

53Jad Mouawad and Heather Timmons, Trading Frenzy Adding to Rise in Price of Oil, The
New York Times, April 29, 2006 (quoting Roger Diwan, partner, PFC Energy).

54Bhusan Bahree and Ann Davis, Oil Settles Above $70 a Barrel, Despite Inventories at 8-Year
High, The Wall Street Journal, April 18, 2006.

55Behind Runaway Prices: Supply Issues are Real, But Hype Sets Bar, Natural Gas Week,
September 5, 2005.

56 Oil: A Bubble, not a Spike? BusinessWeek online, April 27, 2005.
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Some traders charge that certain hedge fund managers have pur-
posefully contributed to a misperception that there is a shortage of
supply. “There’s a few hedge fund managers out there who are
masters at knowing how to exploit the peak theories [that the
world is running out of oil] and hot buttons of supply and demand,
(and) by making bold predictions of shocking price advancements
to come (they) only add more fuel to the bullish fire in a sort of
self-fulfilling prophecy.” 57

Several analysts have estimated that the influx of speculative
money has tacked on anywhere from about $7 to about $30 per bar-
rel to the price of crude 0il.538 Even OPEC officials are concerned
that a shift in the market from high futures prices relative to cur-
rent prices, to lower futures prices relative to current prices (i.e.
from contango to backwardation) could precipitate a “quick drop of
$20 a barrel or more.”>® Noting that “fundamentals are in balance
and stock levels are comfortable,” the president of the OPEC cartel,
Edmund Daukoru, recently attributed the current price levels to
“refinery tightness, geopolitical developments and speculative activ-
ity.” 0 Other traders have pointed out the possibility of a sharp
drop in price. “At some point, this oversupplied market has to
begin to break down this house of cards which is dominated by
speculative entities,” one futures trader noted, “and when those en-
tities decide to start liquidating their futures positions in crude and
gas, look out below.” 61

Generally, economists struggle to quantify the effect of specu-
lators on market prices. Part of the difficulty is due to the absence
of specific data about the strategies of particular traders or classes
of traders. The CFTC’s weekly Commitment of Trader Reports are
not specific or precise enough to provide the basis for rigorous
quantitative analysis, 62 and commodity traders are, as a rule, re-
luctant to distribute their data for such purposes. Another dif-
ficulty is separating cause from effect: are high prices caused by an
increase in speculation, or do more speculators enter the market

57 Natural Gas Week, September 5, 2005.

58 See, e.g., Jad Mouawad and Heather Timmons, Trading Frenzy Adding to Rise in Price of
Oil, The New York Times, April 29, 2006 (“by some estimates 10 percent to 20 percent” of cur-
rent prices); Goldman Sachs, Natural Gas Weekly, December 10, 2004 ($7 per barrel in spring,
2004); John M. Berry, Speculation plays a role in high oil prices, Alexander’s Gas & Oil Connec-
tions, August 17, 2005 (“‘Current US oil inventory levels suggest WTI crude prices should be
around $25 a barrel, [oil analyst Mike Rothman of International Strategy and Investment] cal-
culated. ‘Given underlying issues and concerns about OPEC capacity and demand growth, we
certainly are not prepared to argue that the price spread between the $25 model value and near
$60 actual is all speculation, but we do feel that a portion is.””); Oil Pricing: Don’t Underestimate
the Fear Factor, BusinessWeek online, March 13, 2006 (Sarah Emerson, director of petroleum
market analysis and research at Energy Security Analysis estimates an additional $15 per bar-
{)el isldue to “fear;” Tim Evans, senior energy analyst for IFR Markets, estimates $25-$30 per

arrel.).

59 Bhusan Bahree and Ann Davis, Oil Settles Above $70 a Barrel, Despite Inventories at 8-Year
High, The Wall Street Journal, April 18, 2006.

60 Platts, OPEC has no option but to maintain output at current prices: Libya, June 15, 2006.
Similarly, Saudi Arabian Oil Minister Ali Naimi has stated, “World oil supply is currently ex-
ceeding demand, and there is no lack of spare capacity.” Kate Dourian, Naimi says producers
can’t be assured robust demand will continue, Platts Oilgram News, May 16, 2006. U.S. Energy
Secretary Samuel Bodman agreed with Minister Naimi’s assessment: “[Secretary] Bodman,
meeting with reporters after a speech at an electricity forum, suggested that there seems to be
plenty of oil available.” H. Josef Hebert, Energy secretary says U.S. can weather Iranian oil dis-
ruption, Associated Press Worldstream, June 6, 200

61 Bears Predict Bullish Crude, Gas Bubble to Burst Sooner Than Later, Natural Gas Week,
June 27, 2005.

62 See the Appendix for an explanation of these reports.
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when prices become more volatile because that is when the profit
opportunities arise?

Several recent analyses have concluded that speculation has sig-
nificantly increased energy prices; others have concluded otherwise.

Former Federal Reserve Chairman Alan Greenspan. In tes-
timony before the Senate Committee on Foreign Relations, former
Chairman Greenspan stated that, in the last couple of years, “in-
creasing numbers of hedge funds and other institutional investors
began bidding for oil [and] accumulated it in substantial net long
positions in crude oil futures, largely in the over-the-counter mar-
ket. These net long futures contracts, in effect, constituted a bet
that oil prices would rise.” 63> The former Chairman observed that
these purchases of oil futures have had a cascade of effects on
prices, production, inventories, and consumption:

With the demand from the investment community, oil
prices have moved up sooner than they would have other-
wise. In addition, there has been a large increase in oil in-
ventories. In response to higher prices, producers have in-
creased production dramatically and some consumption
has been scaled back. Even though crude oil productive ca-
pacity is still inadequate, it, too, has risen significantly
over the past 2 years in response to price.®4

Citgroup. In a May 5, 2006 report on prices of U.S. commod-
ities, Citigroup reported that the monthly average value of specula-
tive positions held in all U.S. commodity markets rose to over $120
billion, just under the record of $128 billion set the previous Octo-
ber. Of the 36 agricultural, energy, and metal commodities ana-
lyzed, Citigroup found the largest speculative positions were in nat-
ural gas ($30.3 billion) and crude oil ($30.1 billion), followed by
gold ($13.3 billion). The report stated, “We believe the hike in spec-
ulative positions has been a key driver for the latest surge in com-
modity prices.”

Goldman Sachs. In a report on the natural gas markets issued
in late 2004, Goldman Sachs determined that the rising natural
gas prices—which were then near $7 per million BTU—were “root-
ed in tightening fundamentals.” 5 Goldman Sachs also stated, “Our
analysis indicates that speculative money does have some impact
on natural gas prices and the shape of the forward curve.” Gold-
man Sachs reported that the net-speculative positions had de-
pressed the next-month natural gas futures contract price by $0.28
per million BTU in early December 2004, but the previous spring
it had increased the “prompt” NYMEX natural gas futures contract
(i.e., the futures contract that is next to expire) by $0.60 per million
BTU—an increase of slightly greater than 10 percent.

The Goldman Sachs report also noted that natural gas prices
were directly affected by crude oil prices, and “we believe that spec-
ulators also impact the price of crude oil and petroleum products,
with the impact of speculators peaking at roughly $7 [per barrel]

63 Statement of Alan Greenspan Oil Depends on Economic Risks, Hearing before the Senate
Committee on Foreign Relations, June 7, 2006.

641d.

65 Goldman Sachs, Natural Gas Weekly, December 10, 2004.
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in the spring of 2004.” At that time, crude oil prices ranged from
$35—$40 per barrel; hence, according to the Goldman Sachs anal-
ysis, speculators at that time were boosting the price of oil by about
20 percent. “Unlike natural gas,” Goldman Sachs wrote, “we esti-
mate that the impact of speculators on oil prices is roughly equiva-
lent in magnitude to the impact of shifts in supply and demand
fundamentals (as reflected in stocks).” In other words, shifts in
speculative positions could affect crude oil to the same degree as
actual changes in the supply of or demand for crude oil.

Philip Verleger: A New Era for Energy. In a series of anal-
yses in his publication, The Petroleum Economics Monthly, Philip
Verleger contends that the recent increase in speculative activity
has altered the nature of the crude oil markets and boosted futures
prices. Verleger believes that the recent infusion of tens of billions
of dollars from pension funds, speculators, and other investors into
crude oil and natural gas futures markets has ushered in a “new
era” for energy producers and refiners. “The current new era is
marked by the entry of long-term investors, who have pushed for-
ward crude prices to record levels,” Verleger writes. “Consumers,
no doubt, will have another term for it.”¢¢ During this era “prices
will likely be quite high for several years,” but “will be followed by
a period of very low prices.” 67

A key indicator of this new era, according to Verleger, is the
emergence of a “‘disconnect’ between the cash price behavior and
the fundamentals, as measured by supply-and-demand balances or
stocks.” %8 The reason for this divergence, in Verleger’s analysis, is
that purchases of long-term crude oil futures contracts have pushed
up the longer-term futures prices by so much that it is more profit-
able for oil companies to store the oil and then sell it at a later
date than sell it today, even at record-high spot prices. Even if oil
is at $70 per barrel today, suppliers will hold their inventories if
they can sell it for $75 for delivery a year from now.

Since 2001 there has been a dramatic growth in the open interest
in very long-term futures contracts (30 months or longer). At the
end of July 2001, there was an open interest of 19,624 in very long-
term contracts, representing about 4.5 percent of all open interest;
at the end of July 2005, there was an open interest of 125,546 in
very long-term contracts, representing about 15 percent of all open
interest. According to Verleger, nearly all of the buying of these
very long-term crude oil futures contracts reflects speculative buy-
ing, since commercial firms typically don’t enter into contracts for
delivery so far into the future, and therefore have no need to use
such long-term futures contracts for hedging purposes.®®

“In summary,” Verleger writes, “increased purchases of long-
dated crude lift the forward price curve. The rise in prices is re-
flected back to contracts maturing in a few months.”’0 Quan-
titatively, “the impact of increasing stocks has been overwhelmed

66 Philip K. Verleger, Jr., The Petroleum Economics Monthly, July 2005, at p. 1.
67]1d., at p. 2.

68]d., at p. 10.

6 Id., at p. 12.

70[d., at p. 15.
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by the strong demand for forward crude, which has added as much
as $24 per barrel to prices.” 7!

CFTC staff study. In contrast to the studies that have found a
relationship between speculative activity and price, a CFTC staff
study released in April 2005 found, in general, “no evidence of a
link between price changes and MMT [managed money trader] po-
sitions” in the natural gas markets and “a significantly negative re-
lationship between MMT positions and price changes (conditional
on other participants trading) in the crude oil market.”72 The
CFTC staff found, generally, that these managed money funds
tended to follow what the commercial participants in the market
wet(‘ie doing, and tended to trade less frequently than commercial
traders.

NYMEX study. A second study that found no relationship be-
tween hedge fund activity and volatility was conducted by the
NYMEX. Overall, the NYMEX found that during 2004, “hedge fund
trading activity comprised a modest share of trading volume in
both crude oil and natural gas futures markets,” and comprised “a
relatively modest share of open interest.” It also found that hedge
fund participation during this period tended to decrease volatility.
“In short,” the NYMEX stated, “it appears that Hedge Funds have
been unfairly maligned by certain quarters who are seeking simple
answers to the problem of substantial price volatility in energy
markets, simple answers that are not supported by the available
evidence.” 73

A number of industry participants have expressed skepticism
about the accuracy of the NYMEX and CFTC analyses. Neither the
NYMEX study nor the CFTC study addressed the effects of hedge
fund and other speculative investments on the price of longer-term
futures contracts. Rather, both the CFTC study and the NYMEX
focused on the near-term effects of trading by hedge funds, particu-
larly with respect to volatility. “[Dlespite those [NYMEX and
CFTC] reports,” one trade publication reported, “a majority of in-
dustry professionals still contend that there are too many large
speculative entities actively engaged in the market—with fund ac-
counts taking on massive equity positions in the commodities.” 74
Another article reported that many traders have “scoffed” at these
two studies, “saying that they focused only on certain months,
missing price run-ups.” 75

In sum, while industry and regulatory economists and analysts
do not agree on the extent to which market speculation has af-
fected energy prices, it is beyond dispute that speculation has in-
creased. CFTC data as well as numerous industry reports indicate

7[d., at p. 19.

72Michael S. Haigh, Jana Hranaiova and James A. Overdahl, Office of the Chief Economist,
U.S. Commodity Futures Trading Commission, Price Dynamics, Price Discovery and Large Fu-
tures Trader Interactions in the Energy Complex, Working Paper, First Draft: April 28, 2005.

73New York Mercantile Exchange, A Review of Recent Hedge Fund Participation in NYMEX
Natural Gas and Crude Oil Futures Markets, March 1, 2005.

74 Bears Predict Bullish Crude, Gas Bubble to Burst Sooner Than Later, Natural Gas Week,
June 27, 2005. See, e.g., Oil Market Control Passes From OPEC to Speculators, Jet Fuel Intel-
ligence, August 29, 2005 (““The amount of paper barrels being traded is extraordinary and this
has had an extraordinary effect on prices,” said one industry veteran.”); Commodity Strategists:
Oil to Fall, Toronto Bank Says, Bloomberg.com, April 25, 2005 (the speculative rally has “‘decou-
pled” prices from the reality of supply and demand.”) .

75 Alexei Barrionuevo, Energy Trading, Without a Certain “E”, The New York Times, January
15, 2006.
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that speculators have injected tens of billions of dollars into the en-
ergy commodities markets. Although the absence of data makes it
impossible to precisely quantify the effect of these speculative in-
vestments on prices, it appears from the CFTC data, market data,
and the comments of a number of well-respected analysts that this
increased speculation has fundamentally altered the relationship
between crude oil inventories and prices. The purchase of long-term
futures by speculators has provided a financial incentive for oil
purchasers to build inventories and store oil for future use; this has
resulted in a market characterized both by large amounts of oil in
inventory and high prices.

Whether the current level of speculation has provided needed li-
quidity, encouraged the building of inventories, or created a specu-
lative bubble in energy prices is impossible to determine without
additional data. It is clear that better tools are needed to under-
stand how much is being spent, by whom, in which markets and
instruments, and the effect of increasing speculation on the price
and affordability of energy in the United States.

The importance of understanding the effect of speculation on
market prices cannot be understated. Professor Robert Shiller, in
his prescient book Irrational Exuberance, which warned that the
U.S. stock market was in the midst of a speculative bubble just
prior to the price collapse of 2000-2001, wrote as follows:

The extraordinary recent levels of U.S. stock prices, and
associated expectations that these levels will be sustained
or surpassed in the near future, present some important
questions. We need to know whether the current period of
high stock market pricing is like the other historical peri-
ods of high pricing, that is, whether it will be followed by
poor or negative performance in coming years. We need to
know confidently whether the increase that brought us
here is indeed a speculative bubble—an unsustainable in-
crease in prices brought on by investors’ buying behavior
rather than by genuine, fundamental information about
value. In short, we need to know if the value investors
have imputed to the market is not really there, so that we
can readjust our planning and thinking.76

In light of the vital importance of energy to our national economy
and security, the need to better understand the role of speculation
in price formation is just as important for the energy market as for
the stock market.

3. Large Profits from Speculation in Energy Commodities

Accurate information about the profits and losses of market par-
ticipants is difficult to obtain. Nonetheless, reports indicate that a
number of firms, funds, and traders have reaped enormous profits
from the recent increases in energy prices, energy price volatility,
and trading volume. These large profits provide an indication of
one of the incentives for speculation in today’s energy commodity
markets.

76Robert J. Shiller, Irrational Exuberance (Princeton University Press, 2000), at p. 5.
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For example, it has been reported that in 2004, Goldman Sachs
and Morgan Stanley, the two leading energy trading firms in the
United States, earned a total of about $2.6 billion in net revenues
from commodities trading, mostly from energy commodities.”” For
2005, Goldman Sachs and Morgan Stanley each reportedly earned
about $1.5 billion in net revenue from energy transactions.”8

A recent article in Trader Monthly magazine included short pro-
files of the “100 Highest Earning Traders” for 2005, as ranked by
the magazine. Overall, Trader Monthly reported, “On Wall Street,
some of the scores were gargantuan, as bulge-bracket banks en-
joyed one of the most profitable years in the history of the markets,
from asset-backed to credit and crude to crack spreads.”7® Although
the rankings are based on estimates and anecdotal information,
and the article does not explain how the profiled traders generated
their income, it nonetheless provides some information regarding
the magnitude of some of the earnings of leading energy commodity
traders in 2005.80 The Trader Monthly rankings group these trad-
ers into several categories: hedge fund managers, Wall Street Trad-
ers, and “the rest,” which includes traders working for brokerage
firms that own seats on the NYMEX.

At the top of the Trader Monthly list, T. Boone Pickens was re-
ported to have earned between $1 and $1.5 billion in energy trad-
ing in 2005. The magazine reports that Mr. Pickens’ main commod-
ities fund earned a return of approximately 700 percent in 2005,
which it “believes is the largest one-year sum ever earned.”8! An-
other hedge fund magazine, Alpha, estimated that Mr. Pickens’
trading strategies earned $1.4 billion in 2005, largely due to his
bets on crude oil.82

Following an interview with Mr. Pickens, the Associated Press re-
ported, “Oil tycoon Boone Pickens’ bet that energy prices would rise
made him more money in the past 5 years than he earned in the
preceding half century hunting for riches in petroleum deposits and
companies.” 83 During this interview, which occurred in mid-2005,
when the price of oil was approaching a then-record $60 per barrel,
Mr. Pickens stated, “I can’t tell for sure where [prices are] going,

77 Alexei Barrionuevo, Energy Trading, Without a Certain “E”, The New York Times, January
15, 2006.

78 Wall Street firms reshape power trading, add liquidity in physical and paper markets, Platts
Power Markets Week, January 16, 2006; See also, Ann Davis, Morgan Stanley trades energy in
barrels, Pittsburgh post-gazette.com, March 3, 2005.

79Rich Blake and Andrew Barber with Robert LaFranco, The Trader Monthly 100; Earn,
Baby, Earn, Trader Monthly, April/May 2006 (hereinafter cited as “The Trader Monthly 100”),
at p. 69.

80 ’{‘he Subcommittee staff has not verified the information contained in the Trader Monthly
article.

81 The Trader Monthly 100,, at p. 71.

82 Stephen Taub, Really Big Bucks, Alpha, May 2006, at p. 19. Mr. Pickens ranked second on
the Alpha list. Mr. James Simons, who Trader Monthly ranked third with an estimated $900
million—$1 billion in earnings, was ranked first by Alpha, with an estimated $1.5 billion in earn-
ings. The two rankings identify many of the same individuals as the top hedge fund traders,
although the estimates of earnings vary by significant amounts—hundreds of millions of dollars
in some instances. The Alpha rankings only list the top 25 traders; with the exception of Mr.
Pickens, the energy traders identified in the Trader Monthly rankings did not earn enough to

ualify for this list. See also Alistair Barr, Hedge-fund giants Simon, Pickens made more than
g] bln in 2005, MarketWatch, May 26, 2006, at http://www.marketwatch.com (last visited May
26, 2006).

83Brad Foss, AP Interview; Riding high on oil prices, Boone Pickens sees prices going even

higher, Associated Press, June 22, 2005.
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other than up.”84 Mr. Pickens’ success in predicting price increases
may have even created its own momentum for further price in-
creases—according to Natural Gas Week, “[Mr. Pickens] regularly
talks up crude oil and natural gas prices on financial market cable
TV. Traders and futures brokers report that each time this hap-
pens, more speculative interest is drawn to energy futures mar-
kets.” 85

Also at the top of the list of energy traders is John Arnold, a
former Enron trader who left Enron in 2002 to start his own hedge
fund, Centaurus Energy, with three employees and $8 million of
his own money.8¢ As of January of this year, Centaurus employed
36 people and had about $1.5 billion in assets.87 At a recent energy
conference, Mr. Arnold said he “looks to place bets on a market
that he determines is ‘biased,”” meaning that the market is not re-
flecting the fair value for a product.88 “We ask ourselves can we
identify what is forcing a market to price a product at an unfair
value, and then, what will push it back to fair value.” 8 Mr. Arnold
also stated how a significant amount of speculative trading was
taking place on the unregulated over-the-counter Intercontinental
Exchange (ICE). “‘Trading never went away, Arnold said, ‘What
has changed is the non-commercial type of interest.” Interconti-
nental Exchange, he said, has provided huge new opportunities, as
has NYMEX’s Clearport trading. ‘Because of this, there has never
been as much investor interest . . . as there is today.’” 90

Table 1 lists the traders who Trader Monthly reported to have
obtained a significant portion of their profits from trading energy
commodities. Inclusion on this list is not meant to imply that any
of the traders derived their profits from any improper trading ac-
tivity.

84]d. It was long before this 2005 interview, however, that Mr. Pickens began betting that
the price of oil would rise, based on a belief that the rapid increase in demand had used up
all of the global spare production capacity. In May 2004, for example, when oil was trading at
about $40 per barrel, and most analysts were predicting prices would fall, Mr. Pickens publicly
predicted prices would keep increasing: “I think you’ll see $50 before you see $30 again.” Darrell
Preston, Bloomberg News, T. Boone is Back; The Corporate Raider Who Brought Down Gulf Oil
is Cashing in on Oil Price Spike, Pittsburgh Post-Gazette, October 10, 2004. Opinions vary as
to the reason Mr. Pickens has been so successful recently. “He understands the industry and
business like no one else,” commented billionaire Harold Simmons, one of the original investors
in Mr. Pickens’ hedge funds. Id. On the other hand, Peter Fusaro, chairman of Global Change
Associates, a consulting firm, commented, “He just got lucky.” Id.

85 Behind Runaway Prices: Supply Issues are Real, But Hype Sets Bar, Natural Gas Week,
September 5, 2005.

86 See Barrionuevo, Energy Trading, Without a Certain “E”, The New York Times, January
15 2006.

871d.; See also, Peter Elkind, Bethany McLean, The Luckiest People in Houston, Fortune, April
17, 2006. Among those now working for Mr. Arnold is Greg Whalley, who, as head of wholesale
trading at Enron, once was Mr. Arnold’s boss. In August 2001, following the resignation of Jef-
frey Skilling, Mr. Whalley was appointed Enron’s president. Id.

88 Two former Enron trading experts share dais and ideas on energy market evolution, Platts
Power Markets Week, February 13, 2006.

891 .
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Table 1

Selected Top Energy Traders in 2005

Trader

Firm Type of Trader

2005 Estimated
Earnings

Trader Monthly Comments

T. Boone Pickens

BP Capital (hedge
fund)

$1.5 billion +

“‘Long Crude’ doesn’t even begin to describe T.
Boone Pickens’ position. With $5 billion and
growing in assets under management, his
fund company, BP Capital, is throwing off a
small national economy via an unshakable bet
that the world’s oil supply can’t keep up with
demand. . . . Returns on Pickens’ main com-
modities pool were over 700 percent in 2005.

[This] translates into what Trader
Monthly believes is the largest one-year sum
ever earned. . . .

Brian Hunter

Amaranth Advisors
(hedge fund)

$75-$100 million

“In 2005, Hunter was certainly among the top
natural gas traders in the world. . . . Rumor
is that Hunter made Amaranth an estimated
$800 million off his book, mainly [natural] gas
derivatives positions but also some other en-
ergy dabblings.”

John Arnold

Centaurus Energy
(hedge fund)

$75-$100 million

“Starting 4 years ago with $8 million of his own
dough, John D. Arnold, former star Enron en-
ergy trader, has since amassed more than $1
billion in assets. Most of the 16 other traders
at his Centaurus Energy fund operation came
from Enron.”

Jim Pulaski

Tudor Investment
(hedge fund)

$50-$75 million

“[TThis Tudor energy trader is commander in
chief when it comes to natural gas.”

Steven Berkson

Trader
(NYMEX)

$25-$30 million

“Readers of Trader Monthly will remember the
legend of natural-gas-futures stalwart Steve
Berkson and Hurricane Katrina. One of the
tallest versions of the tale has Berkson mak-
ing $40 million off the opening bell the day
Katrina made landfall (we heard he ended up
tallying around $20 million for the week).
Lesser known is how much of that score Berky
ultimately slid to relief efforts (reportedly a
sizable portion).”

Mark Fisher

MBF Clearing oper-
ator (NYMEX)

$25-$30 million

“Few people have more at stake in the future of
the NYMEX than Fisher, who runs MBF Clear-
ing, the primary market-making operation for
the exchange's top-grossing crude-oil futures
contract.”

Simon Greenshields

Morgan Stanley

$20-$25 million

“Morgan Stanley's head of gas and power,
Greenshields is part of the bank’s elite energy
crew. His specialties are natural gas and elec-
tricity. . . "

Olav Refvik

Morgan Stanley

$20-$25 million

“Refvik is a key part of one of the most profit-
able energy-trading operations in the world.
He has helped the bank dominate the heating
oil market by locking up New Jersey storage-
tank farms adjacent to New York Harbor.

"




27

Table 1—Continued
Selected Top Energy Traders in 2005

Trader Firm Type of Trader 2002;:};"‘““ Trader Monthly Comments
gs

John Shapiro Morgan Stanley $20-$25 million “Shapiro has been a vital part of Morgan's en-
ergy effort, working [to help] oversee the 200-
plus-person profit center.”

John Bertuzzi Goldman Sachs $15-$20 million “A star trader on one of the most powerful en-
ergy desks on earth. . . .”

George “Beau” Taylor | J.P. Morgan $15-$20 million “[Taylor] . .. switched over to J.P. Morgan,
where he now helps oversee the firm’s 80-per-
son energy-trading unit.”

Jeffrey Wolfson Trader (NYMEX) $15-$20 million “Crude oil traders don’t come much bigger than
the man whose badge reads GEOF. A one-man
volume-generation machine. . . .”

Vincent Kaminski Citigroup $10-$15 million “Kaminski is a revered energy trader considered
among the foremost authorities on measuring
and analyzing market risk. . . .”

Todd Applebaum Trader (NYMEX) $10-$15 million “Applebaum is another natural gas guy who lit it
up in 2005. ‘Great trader, huge volume,’ says
one NYMEX insider.”

Eric Bolling Trader (NYMEX) $10-$15 million “Among the most famous natural gas traders on
the floor today . . . [Bolling] is said to ac-
count for as much as 5 percent of total vol-
ume in [natural gas]. . . .”

Sandy Goldfarb Trader (NYMEX) $10-$15 million “. .. [Goldfarb] knocked his [natural gas] book
out of the ozone layer last year amid one hur-
ricane after another and some of the most
treacherous volatility ever recorded in the dec-
ade and a half since natural gas futures were
created. . . .”

Robert Halper Trader (NYMEX) $10-$15 million “When it comes to [arbitraging] crude oil against
gasoline, Bob Halper wrote the book. According
to some, he will go down as one of the big-
gest crack-spread traders the NYMEX has ever
seen.”

Daniel Lirtzman Trader (NYMEX) $10-$15 million “A natural gas ‘natural.’. . ."

Kevin McDonnell Trader (NYMEX) $10-$15 million “Chalk up yet another blowout year. . . .”

Simon Posen Trader (NYMEX) $10-$15 million “Last year's natural gas swings produced a sig-
nificant surge in Posen’s trading profits.”

Mitchell Stern Trader (NYMEX) $10-$15 million “Stern had a huge year, sources say.”

Table 1. Large trader profits are an indicator of increased speculation in energy
commodity markets. Data source: Trader Monthly, April/May 2006.

Not only are the top traders for investment banks and funds
earning record incomes, but in-house corporate traders are earning
record amounts as well. According to a recent article in Bloomberg
news, at Sempra Energy, the owner of the biggest U.S. natural gas
utility, “as many as 30 commodity traders [make] more than the
$2 million earned last year by Chief Executive Officer Don
Felsinger. “That’s what it costs to be in this business,” Felsinger
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[said] in a May 17 interview.”°! Bloomberg also reported that divi-
sion managers for commodities trading were also the most highly
paid employees at Constellation Energy, earning approximately $5
million in bonuses, compared to a total compensation package of
about $4 million for the chief executive officer.92

IV. NO COP ON THE BEAT FOR OVER-THE-COUNTER
ENERGY MARKETS

Until recently, the trading of U.S. energy futures was conducted
exclusively on regulated exchanges within the United States, like
the NYMEX, and subject to extensive oversight by the CFTC and
the exchanges themselves in order to detect and prevent price ma-
nipulation. Under the Commodity Exchange Act, the purpose of
CFTC regulation is to deter and prevent price manipulation, en-
sure the “financial integrity” of transactions, maintain market in-
tegrity, prevent fraud, and promote fair competition.®3 This regula-
tion and the resulting transparency has bolstered investor con-
fidence in the integrity of the regulated U.S. commodity markets
and helped propel U.S. exchanges into the leading marketplace for
many commodities.

Pursuant to its statutory mandate to detect and prevent price
manipulation, the CFTC has imposed a variety of reporting re-
quirements and regulations on the trading of commodity futures
and options. NYMEX traders, for example, are required to keep
records of all trades and report large trades to the CFTC. The
CFTC uses these Large Trader Reports, together with daily trading
data providing price and volume information, to monitor exchange
activity and detect unusual price movements or trading.

None of this oversight to prevent price manipulation, however,
applies to any of the energy trading conducted on OTC electronic
exchanges. As a result of a provision inserted by House and Senate
negotiators during the waning hours of the 106th Congress into
legislation that became the Commodity Futures Modernization Act
of 2000 (CFMA),%¢ the Commodity Exchange Act exempts from
CFTC oversight all trading of energy commodities by large firms on
OTC electronic exchanges.%5

In recent years, there has been a tremendous growth in the trad-
ing of energy commodity contracts that are virtually identical to fu-

91 What’s a Top Commodity Trader Worth? Quintuple 2000 Salaries, Bloomberg.com, June 1,
2006.

92]d.

937 U.S.C. §5.

94The provisions of the CFMA that provide exclusions and exemptions for energy and metal
commodities were included in the version of the legislation that passed the House on October
19, 2000 (H.R. 4541, 106th Cong., 2nd Sess.), but were omitted from the version placed on the
Senate calendar after passage by the Senate Committee on Agriculture in late August (S. Rept.
106-390). Following negotiations between members of the House and Senate Agriculture com-
mittees, the legislation that became the Commodity Futures Modernization Act—with the exclu-
sions for energy and metal commodities—was introduced in the House on December 14 and in
the Senate on December 15, 2000. The CFMA was passed by both the House and Senate on
December 15, the last day of the 106th Congress, as part of an omnibus legislative package in-
volving 13 approprlatlons bills and several authorization bills. There was no opportunity for de-
bate on any of the specific provisions in the CFMA; the Senate passed this entire omnibus pack-
age by unanimous consent. A history of the regulation of the trading of energy commodities is
presented in Appendix 2 of the Report prepared by the Minority Staff of the Permanent Sub-
committee on Investigations, U.S. Strategic Petroleum Reserve: Recent Policy Has Increased
Costs to Consumers But Not Overall U.S. Energy Security, S. Prt. 108-18, 108th Cong., 1st Sess.
(March 5, 2003).

957 U.S.C. §2(h)(3).
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tures contracts, but which are traded on OTC electronic exchanges
rather than the regulated futures exchanges. These contracts are
so similar to futures contracts that they are often called “futures
look-alike contracts.” Although the trading of futures contracts on
futures markets is subject to extensive oversight, as a result of the
CFMA exemptions the trading of futures look-alikes on an OTC
electronic exchange is not subject to any CFTC oversight. The
growth of these OTC electronic markets, therefore, has been cre-
ating an increasing “blind spot” in the CFTC’s oversight of the
trading of energy commodity futures. This increasing blind spot
significantly impairs the CFTC’s ability to carry out its statutory
mandate to detect and prevent price manipulation.

A. Development of OTC Electronic Markets

“Enron did two things for us. It validated our model, and in
2000, 13 big market makers agreed to support the ICE’s efforts.”
—dJeffrey Sprecher, Chairman and CEO, Intercontinental
Exchange %¢

Initially, the OTC market was not an actual place or facility
where trading occurred, but rather a general term that referred to
instances in which two parties would come together to reach agree-
ment on a contract between them to protect against or assume
price risks that could not be adequately addressed by the trading
of standardized futures contracts on the regulated futures ex-
changes. Until the advent of electronic trading in the late 1990s,
the terms of most OTC contracts were customized through negotia-
tions between the two parties, either face-to-face or through bro-
kers over the telephone. Because the terms of these customized, bi-
lateral deals were unique, and the contracts generally could not be
traded or assigned to third parties, these OTC contracts were con-
sidered simply as bilateral contracts, outside the CFTC’s jurisdic-
tion.

In the 1990s, as energy deregulation gained momentum, and en-
ergy was increasingly being considered as another commodity
priced on an open market, energy producers and suppliers desired
additional protections against market price risks. OTC contracts
became more popular, and the increasing number of energy pro-
viders, merchants and traders holding these contracts desired to
trade these OTC instruments to third parties to help reduce, diver-
sify or spread the risks they had assumed. In response, the OTC
market began to develop standardized OTC contracts that could be
traded to multiple parties. Following rapid developments in com-
puter and internet technology in th